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stillmaynotimprovewelfaresinceraisinginterestratescouldbe
costlytosocietybecauseofitseffectsoneconomicactivity.
alTerNaTIveexplaNaTIoNsofTHerallyINasseTprICes
Empirically,itisnotunusualtoobserveassetpriceralliesafteracrisis.
Ina2009book,economistsCarmenReinhartoftheUniversityof
MarylandandKennethRogoffofHarvardUniversityexaminefinancial
crisesoverthepastseveralcenturiesanddemonstratethatequity
pricestendtodisplayrelativelyfastrecoveriesintheaftermathofa
crisis.3
Economistsseemtoagreethattherehasbeenanincreaseincarry
tradetransactions,butthereisnotaconsensusthatthisisnecessarily
creatingabubble.Wesuggesttwofundamentals-basedfactors
thatcouldbeatplay.Wefocusonthemarketsthatobservershave
suggestedmightbeexperiencingabubble:emergingmarketequities
andcommodities.
Onepossibleexplanationisthatpricesofequitiesandcommodities
havebeenonatransitiontoanewequilibrium.Therecoveryin
growthratesofemergingmarketsmaywarranthigherstockprices
thanthestockpricesobservedatthebeginningof2008.Inaddition,
therecoveryobservedindevelopedcountriescouldhaveboostedthe
demandforcommodities,andthustheirprice.Theintroductionof
uncertaintyaboutthelong-termconsequencesofthefinancialcrisis,
andthepossibilitythatinvestorshavebeenlearningthatthelong-
termconsequencesarenotgoingtobeasbadasinitiallyforecasted,
couldexplainwhytheadjustmenttoanequilibriumwithhighstock
priceshasbeengradualinsteadofcharacterizedbyasharpupward
correctioninprices.Adeclineinuncertaintyandthusofriskcompen-
sationwouldworkinasimilarway–thatis,itwouldgeneratean
upwardadjustmentinassetprices.
Itmaybethecasethatinvestorshavebeenlearningthatthecrisis
didnotgeneratemajorstructuralproblemsinemergingeconomies.
Sucheconomieswereresilienttotheworld’sfinancialproblemsat
first,buteventuallytheyexperiencedcontractionsattheendof2008
andthebeginningof2009.Inpart,thecontractionswereexplained
bydeclinesincommoditypricesandthereversalofcapitalinflows.A
2009InternationalMonetaryFundstudymentionsthatthehistorically
lowcurrentaccountandfiscaldeficitsandthehighreservelevelsin
emergingmarketcountriesofferedsomeprotectionagainstfinancial
stressinadvancedeconomiesandlimitedtheimpactonthe“real
economy”(forexample,reservescanbeusedtobuffertheeffects
fromadropincapitalinflowsortopaybacksovereigndebtand
avoidadefault).4 Ithasbeenmentionedthatreformsinthefinancial
systeminEastAsiancountrieshavealsohelpedtoreducefinancial
vulnerabilities.Thisapparentresilienceofemergingmarketeconomies
couldexplainthereversalincapitaloutflowsandthefastrecovery
inequityvaluescomparedtowhathasbeenobservedindeveloped
countries.
Relatedtothepreviouspoint,thequantitativecontributionthat
carry-tradetransactionsplayedinexplainingtheinflowsofresources
towardcommodityandequitymarketsinemergingcountriesisnot
clear.TheappreciationofthedollarandthedeclineinTreasuryrates
observedattheendof2008indicatedastrongpreferencetoward
morecautiousinvestmentstrategies.Thus,investorsthatpurchased
U.S.assetsinthemidstofthecrisislastyearanddecidedtounwind
theirpositionsinthelastmonthsdidnotneedtoengageincarry-
tradetransactionstofinancethepurchasesofforeignassetssince
theywerealreadyindollarsduetothe“flighttosafety.”Additionally,
despitetheslightappreciationofthedollaroverthelastroughlytwo
months,commodityandemergingmarketpriceshavenotcollapsed.
polICyIMplICaTIoNsofbubbleCoNJeCTures
Thereisintensedebatewithintheeconomicsprofessionabout
whetheritistypicallypossibletoknowinrealtime,outsideoflucky
guesses,whenassetpriceshaveoutstrippedfundamentals.The
argumentagainsttheabilitytoidentifybubblesinrealtimeisthatif
anyinformationexistedonwhichtogaugethattheassetpricerun-up
isnotjustified,marketswouldquicklyuncovertheinformationandit
would,infact,tempertheasset’sprice.Thisdoesnotmeanthatasset
pricescannotbecomeovervalued–simplythatitwillbequitehardto
judgewhenabubblehasemergedandhowlargeitis.
Furthermore,evenifeconomistsandpolicymakerswerequiteconfi-
dentoftheemergenceofanassetbubble,itisunclearwhatwouldbe
theoptimalpolicyresponse.Onepossibilitywouldbetousemonetary
policy,buttheeffectivenessofusingsuchabluntinstrumentisun-
clear,asthepaperbyBarlevydiscusses.Apotentialalternativeisthat
bankingsupervisionandregulationpolicycouldbeusedtocombat
bubbles,ashasbeenarguedrecentlybyFederalReserveChairmanBen
Bernanke.5 Whetherpolicymakersshouldrespondtoseeminglynon-
fundamentalralliesinassetmarkets–andifso,how–remainsanim-
portantareaofeconomicresearch.
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